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MVEMORANDUM OPI NI ON

RUVE, Judge: Respondent determ ned deficiencies of $2,400
and $56,639 in Mark J. and Connie J. Steel’s Federal incone taxes
for 1996 and 1997, respectively. Respondent determ ned a

deficiency of $7,000 in Odd-Bjorn Huse's Federal inconme tax for



- 2 -
1996. Respondent al so determ ned a deficiency of $109,242 in
Qdd-Bjorn and Lisa L. Huse' s Federal incone tax for 1997. The
i ssue for decision is whether petitioners are entitled to | ong-
termcapital gain treatnent for certain anounts received in
connection with the settlenent of a | awsuit.

Backgr ound

The parties submtted this case fully stipulated pursuant to
Rule 122.!' The stipulation of facts and the attached exhibits
are incorporated herein by this reference. Petitioners Mark J.
and Connie J. Steel resided in Rednond, Washi ngton, when they
filed their petition. Petitioners Odd-Bjorn and Lisa L. Huse
resided in Las Vegas, Nevada, when they filed their petition.?

M. Huse, M. Steel, and Bjorn Nynmark were general partners
i n Bochica Partners (Bochica), which was fornmed on Cctober 28,
1994. Bochica' s partnership agreenent states that it was forned
for the purpose of acquiring the stock of Birting Fisheries, Inc.
(BFI'). At some point after its formation, Bochica acquired al
the stock of BFI. BFI was a Washi ngton corporation engaged in

comercial fishing operations in the Bering Sea near Al aska and

1Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the tax years in issue,
and all Rule references are to the Tax Court Rul es of Practice
and Procedure.

2References to petitioners are to M. Steel and M. Huse.
Ms. Steel and Ms. Huse are parties to these cases by virtue of
the fact they filed joint returns with their husbands for the
years in issue.
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in the fishing grounds off the western coast of the United
St at es.

On Decenber 9, 1991, BFI purchased an insurance policy on a

commercial fishing vessel, the F/ T Ccean Rover (COcean Rover).

The insurer agreed to indemify BFI for any “loss of hire”
damages, including |ost profits fromoperations that m ght result
froma mechani cal breakdown. In March and July 1992, the Ccean
Rover experienced several breakdowns, and BFI realized a | oss of
profits. The |osses were covered under the insurance policy, and
BFI filed a claimwith the insurer. |In My 1993, the insurer
paid $1, 024,517 on the claimto BFI, which BFlI reported as
ordinary inconme.® However, a dispute arose as to the extent of
t he damages suffered by BFI, and the insurer refused to pay any
further anmpunts on the claim* |In Septenber 1995, BFlI filed a
| awsuit against the insurer alleging a breach of contract, bad
faith, and consunmer protection violations.

On January 25, 1996, Bochica entered into an agreenment with

a Norwegi an corporation, Norway Seafoods A/S (Norway), for the

3Any proceeds received by BFI fromthe insurance clai mwould
have represented ordi nary incone.

“On Dec. 15, 1993, BFI filed a bankruptcy petition pursuant
to 11 U S.C. sec. 362 (1994). The insurance claimsurvived the
bankruptcy proceedi ngs and remai ned an asset of BFlI as of the
cl ose of the 1995 tax year. |In those proceedi ngs, the insurance
claimwas assigned a zero value. However, a disclosure statenent
dated Aug. 22, 1994, noted that “debtor believes that perhaps as
much as $1 - 4 mllion could be recovered on this claim”
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sal e of 100 percent (1,000 shares) of the comon stock of BFI to
Norway.® According to the agreenent, the purchase price was $9
mllion. The parties used an internal financial statenment of the
assets and liabilities of BFI to arrive at this figure.® The
financial statenent provided information on the financial status
of BFI relevant to Decenber 31, 1995. As of that date, the val ue
of the lawsuit was not ascertainable, was not listed in the
financial statenent, and did not figure in the $9 mllion
purchase price. The agreenent states that closing was to occur
at a tinme convenient to the parties, but “will occur not |ater
t han February 27, 1996”.

The agreenent al so addresses the disposition of the |awsuit
filed in Septenber 1995. Under the paragraph entitled
“Contenpl ated Transactions Qut of the Ordinary Course of
Busi ness”, it states: “Purchaser acknow edges that the foll ow ng
transacti ons may occur between the Sharehol ders and t he Conpany
prior to the Closing Date”. A subparagraph then authorizes BF
to assign its rights under the lawsuit to its selling

shar ehol ders.

°The acquisition was structured as a stock sale to preserve
BFI's fishing rights, to facilitate the transfer of other assets
to Norway, and to provide Norway with the revenues fromthe “A’
fishing season conducted at the begi nning of 1996.

The agreenment required an adjustnent to the purchase price
upon the conpletion of an audited financial statenent of the
assets and liabilities of BFI. On June 20, 1996, a final
purchase price of $9, 325,000 was agreed upon.
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On February 15, 1996, Messrs. Huse, Nymark, and Steel, the
directors and sharehol ders of BFI, consented to the assignnent of
the lawsuit to OGttar, Inc., a corporation in which Messrs. Huse,
Nymar k, and Steel owned all outstanding stock. On February 16,
1996, BFI executed an assi gnnment agreenent which assigned BFlI’s
rights in the lawsuit to Qtar for the benefit of the individual
partners of Bochica.’” Neither Bochica nor Gttar reported any tax
effects fromthis transaction.

On the same day as the assignment of the |awsuit, Bochica
and Norway cl osed on the stock sale. Bochica used its entire
basis to conpute its gain fromthe sale of the BFI stock
Petitioners recognized gain fromthe sale as part of their
di stributive share from Bochica. At the close of BFlI's taxable
year on July 31, 1996, BFI’'s earnings and profits exceeded the
val ue of the | awsuit.

Fol |l owi ng the assignnent of the lawsuit, the Bochica
partners were substituted as plaintiffs in the suit against the
i nsurer, and an anmended conplaint was filed to reflect the
change. 1In 1996, the insurer paid $172,175 on the insurance
claim This anpbunt was distributed to the general partners

according to their respective interests:

'BFI was an accrual basis taxpayer, and at the time of the
assignnment it had not accrued incone fromthe insurance claim
except for the May 1993 paynent. No incone was accrued since the
val ue of the claimwas disputed and coul d not be ascert ai ned.



Anmount Owner shi p
Par t ner Recei ved Per cent age
M. Huse $68, 870 39. 68%
M. Nymark 68, 870 39. 68
M. Steel 34, 435 20. 64
Tot al 172, 175
In July 1997, the Bochica partners and the insurer settled the

lawsuit for $1.5 mlli on,

general partners according to their
Amount
Par t ner Recei ved
M. Huse $595, 238
M. Nymark 595, 238
M. Steel 309, 524
Tot al 1, 500, 000

After accounting for expenses of the lawsuit, M.

Huse and M. and Ms. Steel

and 1997 as |ong-term capital
Forms 1040, U.S.

and Losses, of their

Return, in the follow ng anounts:
1996
M. Huse $60, 342
M. & Ms. Huse
M. & Ms. Steel 30, 001

On March 30, 2000, respondent

and Ms. Steel for 1996 and 1997,

M. and Ms. Huse for 1997,

We have reduced the amount of the capital

to M.

whi ch was al so distributed to the

respective interests:

Oanershi p
Per cent age

39. 68%
39. 68
20. 64

and M s.

reported the anpunts received in 1996

gain on Schedules D, Capital Gains
| ndi vi dual | ncone Tax
1997
$557, 359
289, 827

i ssued notices of deficiency to M.

Huse for 1996, and to

in which he determ ned:

gai n that you

reported by the anmounts you received and identified as

addi ti onal stock proceeds.

It has been determ ned that
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t hese anmobunts were actually paynents received from an
i nsurance conpany in settlenment of clains and were not
proceeds fromthe sale or disposition of capital
assets. Since they are not sale proceeds they are
consi dered ordinary incone.

* * * * * * *

We have increased your ordinary inconme to include the
anounts that you reported on Schedule D as capital
gains and identified as additional stock proceeds. It
has been determ ned that these anmobunts were actually
paynents received froman i nsurance conpany in
settlenment of clainms and were not proceeds fromthe
sale or disposition of capital assets. Since they are
not sale proceeds they are considered ordinary incone.

Di scussi on

Respondent determ ned that the source of the proceeds from
the i nsurance conpany was the settlenment of the lawsuit and that
the proceeds were not received as part of a sale or exchange.
Petitioners contend that the rights under the |awsuit, including
the right to any settlenment proceeds, were received as additional
consideration fromthe sale of their BFlI stock

“[N]ot every gain growi ng out of a transaction concerning
capital assets is allowed the benefits of the capital gains tax
provision. Those are [imted by definition to gains from*‘the

sal e or exchange’ of capital assets.” Dobson v. Conm Ssioner,

321 U. S. 231, 231-232 (1944); Pounds v. United States, 372 F.2d

342, 348 (5th Cr. 1967). A sale or exchange nust be shown for a
t axpayer to receive long-termcapital gain treatnent. Nahey v.

Comm ssioner, 111 T.C 256, 262 (1998), affd. 196 F.3d 866 (7th

Cr. 1999). This requirenent is found in section 1222(3), which
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defines long-termcapital gain as “gain fromthe sale or exchange
of a capital asset held for nore than 1 year, if and to the
extent such gain is taken into account in conputing gross
inconme.” Though the statute does not define what is a sale or
exchange, the terns “sale” and “exchange” are given their

ordinary neaning. Helvering v. WlliamFlaccus CGak Leather Co.,

313 U.S. 247, 249 (1941).

“I't is well established that a conprom se or collection of a
debt is not considered a sale or exchange of property because no
property or property rights passes to the debtor other than the

di scharge of the obligation.” Nahey v. Conm ssioner, supra at

262; see also Pounds v. United States, supra at 349 (“And the

courts have universally recognized that nere collection of an

obl i gation, purchased or not, does not fit the ordinary neaning
of ‘sale or exchange’.”). In general, where property or property
rights cone to an end and vani sh, we have held that a sale or

exchange has not occurred. Leh v. Conmm ssioner, 27 T.C 892, 898

(1957), affd. 260 F.2d 489 (9th Gr. 1958). 1In this sane |ine of
cases, we recently decided that the settlenent of a | awsuit was
not a sale or exchange for purposes of section 1222(3). Nahey v.

Conmi Ssi oner, supra.

I n Nahey, two S corporations owned by the taxpayer purchased
the assets of a corporation, including a lawsuit wth a val ue

that could not be ascertained. The taxpayer settled the |awsuit
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and reported the proceeds received as capital gains. W upheld
the Comm ssioner’s determ nation that the settlenment proceeds
were received as ordinary incone. 1d. at 266. Specifically, we
hel d where only one party to an incone event receives property, a
sal e or exchange does not occur. |1d. at 265.
Petitioners attenpt to distinguish our holding in Nahey v.

Conm ssi oner, supra, on the follow ng basis:

Al t hough Nahey involved a sale and a contingent claim

in Nahey, the court was faced with a situation in which

t he purchaser obtained the contingent claimin the

sale, and pursued the claimto settlenent, rather than

the situation which faces this Court, wherein the

sellers obtained the claimas part of a transaction in

whi ch they di sposed of their entire stock interest.
Under petitioners’ theory of the case--that they received the
| awsuit from Norway in exchange for their stock in BFI--they were
as much “purchasers” of the lawsuit as the taxpayer in Nahey.
The only difference was in the consideration used. In Nahey, the
purchasers used cash, whereas petitioners contend that they used
stock in this case. |If petitioners are attenpting to nmake a
di stinction between what was a “sale” in Nahey and what is,
purportedly, an “exchange” in this case, we do not believe Nahey
is distinguishable on that basis. Mreover, petitioners energed
fromthe transactions as the holders of the insurance claimand
| awsuit. They then proceeded to collect on that claimthrough

settlenent of the lawsuit. Those are the facts which this Court

found essential in Nahey, and those are the facts which we find
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essential in this case. Wether collectors on clains are
“sellers” or “purchasers” in prior transactions is a matter which
was irrelevant in Nahey and which is irrelevant in this case,
where the taxpayer is entitled to and receives proceeds in
collection of a claimor in the settlenment of a lawsuit. |ndeed,

as in Nahey v. Conm ssioner, supra at 266 n.4, our focus is on

the recei pt of settlenent proceeds, not on prior or intervening

transactions. See al so Nahey v. Conm ssioner, 196 F.3d at 868-

869; Pounds v. United States, supra at 349; Fahey v.

Conmm ssioner, 16 T.C. 105, 108 (1951).

On the basis of the statutory mandate of section 1222(3),

and our recent opinion in Nahey v. Conm ssioner, 111 T.C 256

(1998), we conclude that the settlenment of the lawsuit in this
case was not a sale or exchange.® Accordingly, the proceeds
originating fromthe settlenent of the |lawsuit were not received
in a sale or exchange.

Petitioners argue that the holding in Nahey v. Conm ssioner,

111 T.C. 256 (1998), is not applicable to this case, because they

81n Helvering v. WlliamFlaccus Oak Leather Co., 313 U. S
247, 251 (1941), the Court stated: “Congress has expressly
speci fied the anbi guous transactions which are to be regarded as
sal es or exchanges for inconme tax purposes.” Inplicit in this
statenent is that certain anbi guous transactions are not
consi dered sal es or exchanges unl ess expressly specified by
Congress. Congress has identified several transactions which are
to be regarded as sal es or exchanges. See, e.g., secs. 302,
1234(a) (1) and (2), 1234A, 1241, 1271(a)(1l). However, Congress
has not identified the settlenent of a |lawsuit as a sale or
exchange for capital gain purposes.
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received the lawsuit in exchange for their BFlI stock
Petitioners contend that the open transaction doctrine applies,
and under that doctrine the sale or exchange requirenent was
satisfied when they received the lawsuit for their stock. They
enphasi ze that the receipt of proceeds in an open transaction is
rel evant only in establishing the anount realized.

We shall first deal with petitioners’ contention that they
received the lawsuit in exchange for their stock. As a general
rule, a taxpayer is bound by the formof the transaction that he

has chosen. Fr anat one Connectors USA, Inc. v. Commi ssioner, 118

T.C. 32, 47 (2002); Estate of Durkin v. Conmm ssioner, 99 T.C

561, 571-572 (1992).° A taxpayer is ordinarily free to organize
his affairs as he sees fit; however, once having done so, he nust
accept the tax consequences of his choice, whether contenplated
or not, and may not enjoy the benefit of sone other route he

m ght have chosen but did not. Comm ssioner v. Natl. Alfalfa

Dehydrating & M1ling Co., 417 U S. 134, 149 (1974). In this

°See also In re Steen, 509 F.2d 1398, 1402 n.4 (9th Cr
1975) :

As a general rule, the governnent may i ndeed bind a
taxpayer to the formin which he has factually cast a
transaction. The rule exists because to permt a
taxpayer at will to challenge his own forns in favor of
what he subsequently asserts to be true “substance”
woul d encourage post-transactional tax-planning and
unwarranted litigation on the part of many taxpayers
and rai se a nonunental adm nistrative burden and
substantial problens of proof on the part of the
governnment. * * * [Citations omtted.]
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case, the formof the transactions was a distribution of the
lawsuit fromBFI to petitioners followed by a sale of stock by
petitioners to Norway.

The stock sal e agreenent states that “Purchaser acknow edges
that the follow ng transactions may occur between the
Shar ehol ders and the Conpany prior to the Cosing Date.” Anong
the transactions |isted under that provision is the authorized
assignment of the lawsuit to petitioners: “The Conpany may
transfer to the Shareholders (or their designee) the rights
arising out of a lawsuit (the “Lawsuit”) commenced by the Conpany
in Septenber 1995”. These provisions contenplate a distribution
of the lawsuit fromBFI to petitioners before the stock sale
transacti on.

Further, the actual assignnent of the lawsuit to petitioners
took the formof a distribution fromBFI that did not involve
Norway. |In a docunent entitled “Witten Consent in Lieu of
Meeting of Sharehol ders and Directors”, Messrs. Huse, Nymark, and
Steel, as directors of BFI, consented to the assignnment of the
lawsuit. A docunent entitled “Assignnent Agreenent”, signed by
M. Nymark, as president of BFlI, and M. Huse, as president of
Qtar, assigned the lawsuit to Otar for the benefit of
petitioners. The formof the assignnent was a distribution from
BFI to petitioners, not a transfer of the |awsuit by Norway to

petitioners for their stock.
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Petitioners contend that the distribution of the |lawsuit was
“integrally related” to the stock sale, and the |lawsuit should be
treated as received by petitioners as part of the sale of their
BFI stock. Respondent, on the other hand, argues that the
di stribution of the |lawsuit and the sale of the stock were
separate transactions.

Assum ng arguendo that petitioners are not bound to the form
of the transactions chosen, petitioners cannot ignore the
unanbi guous terns of a binding agreenent unl ess they present
“strong proof”, which is nore than a preponderance of the
evidence, that the terns of the witten instrunent do not reflect
the actual intentions of the contracting parties. Ul nman v.

Conmm ssi oner, 264 F.2d 305, 308-309 (2d Cir. 1959), affg. 29 T.C.

129 (1957); Norwest Corp. & Subs. v. Comm ssioner, 111 T.C 105,

142 (1998). And, generally, where a taxpayer asserts that an
all ocation of consideration is other than that specified in a
contract, we have held that the taxpayer nust present “strong
proof” that the asserted allocation “is correct based on the
intent of the parties and the economc realities.” Meredith

Corp. & Subs. v. Conmi ssioner, 102 T.C 406, 438 (1994).1 The

Several Courts of Appeals have applied the nore stringent
standard enunci ated in Conm ssioner v. Danielson, 378 F.2d 771
777 (3d Gr. 1967), vacating and remanding 44 T.C. 549 (1965):
where a specific allocation of consideration is contained in a
witten agreenent, the taxpayer “may not, absent a show ng of
fraud, undue influence and the |like on the part of the other

(continued. . .)
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strong proof rule applies only in the case of an unanbi guous

agreenent. Gerlach v. Conm ssioner, 55 T.C. 156, 169 (1970);

Estate of Hoffman v. Conmi ssioner, T.C. Menp. 2001-1009.

In the stock sal e agreenent, Norway and petitioners agreed
to a $9 mllion purchase price for the stock. The agreenent
states: “The Purchase Price for the Shares shall be Nine MIIlion
Dol lars”. The agreenent does not disclose any additional
consideration owng from Norway to petitioners, except for
certain adjustnents to be made to the purchase price foll ow ng
the conpletion of an audited financial statenent. Further, the
paynment terns are very explicit and do not nention the |awsuit or
any settlenent proceeds. See appendix A. W find that the stock
sal e agreenent was unanbi guous regarding the allocation of
consideration. The provision of the agreenent which authorized
t he assignnent of the lawsuit to petitioners does not treat the
lawsuit, or any proceeds therefrom as additional consideration
from Norway. |Indeed, that provision and the assignnment agreenent
effectively sever BFI’'s and Norway’s relationship to the |awsuit.

O her docunents in the record indicate that the parties did

not contenplate that the settlenent proceeds be viewed as

10¢, .. conti nued)

party, challenge the allocation for tax purposes.” However, the
Court of Appeals for the Ninth Crcuit, to which this case is
appeal abl e, has yet to adopt this standard. W shall, therefore,

apply the strong proof rule. Elrod v. Conm ssioner, 87 T.C
1046, 1065-1066 (1986).
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addi tional consideration. On February 1, 1996, Bochica filed an
affidavit with the State of Washi ngton whi ch was signed by M.
Steel as a general partner of Bochica. That docunent describes
the acquisition of the BFI stock as foll ows:

The purchase price of the shares will be Nine
MIlion Dollars ($9,000,000), subject to adjustnent to
reflect the amount of the Conpany’s Net Liability and
t he Conpany’s Net Deferred Taxes, as those terns are
defined in the Stock Purchase Agreenent, as shown by
post-closing audited financial statenments. In
addi tion, Norway Seafoods AS will enter into
nonconpetition agreenments with two of the partners of
BOCHI CA Partners. The consideration for the
nonconpetition agreenents will be Three MIlion Dollars
($3, 000, 000) .

No ot her consideration is cited in that docunent. |In an
agreenent dated June 20, 1996, a final purchase price was
established after adjustnents were nmade under paragraph 2.3 of
the stock sale agreenent. That docunent states:

2.1 Adjustnent to Purchase Price. The parties
agree that in lieu of any purchase price adjustnents
pursuant to Section 2.3 of the Stock Purchase Agreenent
t he purchase price of Nine MIlion Dollars

($9, 000, 000.00) will be increased to $9, 325, 000. 00, and
w Il not be further adjusted.

2.2 Paynent of Escrow Funds. Wthin 24 hours of
the execution of this Agreenent by the Parti es,
Purchaser wll sign escrow instructions directing the
Escrow Agent to disburse to BOCHI CA Partners the funds
in the Escrow Account established pursuant to
subsection 2.2.2 of the Stock Purchase Agreenent.

2.3 Paynent of Purchase Price Adjustnent. Wthin
five business days of the execution of this Agreenent
by the Parties, Purchaser will pay BOCH CA Partners
$325, 000. 00.

The record in this case shows that the only consideration com ng
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from Norway was the $9 million in cash and t he subsequent
$325, 000 adj ustnent anount.

Petitioners argue that the distribution of the lawsuit and
the stock sale to Norway should be integrated as a single
transaction and that the lawsuit should be treated as additi onal
consideration from Norway for their stock. |In support of this
argunent, petitioners state:

the parties’ agreenent relative to the distribution of

the claimto the selling sharehol ders was set forth in

the Stock Purchase Agreenent itself, so there could be

no closer relationship between the sale of the stock

and the distribution of the rights under the insurance

| awsui t .

Thi s al one does not convince us that the distribution should be

integrated with the stock transaction. Indeed, petitioners have
over enphasi zed the role that the stock sal e agreenent played in

the rights and obligations “relative” to the lawsuit.

The stock sal e agreenent nerely acknow edged that the
assignment of the lawsuit could be made w thout affecting the
overall sales transaction. |In fact, the stock sal e agreenent
di scusses the assignnment of the lawsuit in a paragraph entitled
“Contenpl ated Transactions Qut of the Ordinary Course of
Busi ness” and provides in a subparagraph thereunder:

The Conpany may transfer to the Sharehol ders (or
their designee) the rights arising out of a |awsuit

(the “Lawsuit”) commenced by the Conpany in Septenber

1995, * * *. provided that, (i) such rights are

assignable; (ii) all steps are taken, including wthout

[imtation anmending the conplaint, so that the Conpany
is no longer a party to the Lawsuit; (iii) the Conpany
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is not obligated in any manner to pursue the Lawsuit;
and (iv) the Conpany is not obligated to execute or
file notions, pleadings, affidavits or any other
docunents in connection wth the Lawsuit. |If the
rights under the Lawsuit are assigned, then the

Shar ehol ders agree to indemify, defend and hold the
Conmpany and Purchaser harm ess fromany and all costs,
expenses (including without limtation reasonabl e
attorneys fees), clains, counterclains, and crossclains
whi ch may arise in connection with, or as a result of,
the Lawsuit. Purchaser agrees that it wll make
reasonabl e efforts as requested by Sharehol ders to
assist in the Lawsuit; provided that, such assistance
does not require Purchaser to incur expense or
interrupt the Conpany’s operations. It is expected
that the nature of the assistance requested by
Sharehol ders wll be to facilitate comunication

bet ween t he Sharehol ders and persons who were enpl oyed
by the Conmpany during the tines relevant to the | awsuit
and to provide reasonabl e access to and copi es of

rel evant docunents.

Simlarly, the assignnent agreenment states that BFlI “is
contenplating a sale of all of its issued and outstandi ng stock
to Norway”. See appendix B. The agreenent does not restrict or
ot herwi se condition the assignnent of the lawsuit on the sal e of
the stock to Norway. Conceivably, the assignment or the stock
sal e m ght have occurred wi thout the occurrence of the other
event. The distribution of the |awsuit and the stock sal e may
have been interrel ated; however, the “closer rel ationship” that
petitioners allude to sinply does not exist.

In their petitions to this Court, petitioners all ege:

n. ldentifying a specific value for the claimat
the time Norway Seafoods and BOCHI CA Partners were
negotiating a price for the sale of the stock, which

both sides felt was fair, was difficult, and proved to
be a stunbling block to arriving at an agreenent for
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the sale of the stock in Birting Fisheries, Inc. to
Nor way Seaf oods.

0. Rather than derailing the entire sale of the
stock in Birting Fisheries, Inc., due to their
inability to arrive at a value for the claimwhich
woul d be reflected in the purchase price stated in the
St ock Purchase Agreenent, Norway Seafoods and BOCH CA
Partners agreed that the claimitself would be
transferred to the owers of the stock in Birting
Fi sheries, Inc. who were selling their stock to Norway
Seaf oods, or to the designee of those sharehol ders.

p. The transfer of the claimto or for the
benefit of the shareholders of Birting Fisheries, Inc.
was intended by the parties to the Stock Purchase
Agreenent as a solution to the problemof their
inability to agree upon the value of the claimfor
inclusion in the financial statenments of Birting
Fi sheries, Inc. upon which the purchase price was to be
based.

Assum ng we accept petitioners’ statenents of fact as true, and
that the sale of stock to Norway precipitated the distribution of
the lawsuit by BFI, we cannot conclude that these factors require
the characterization petitioners suggest. See Nahey v.

Commi ssioner, 196 F.3d at 869. |If anything, those factors group

this case with cases dealing wth the distribution of unwanted
assets before a stock transaction. See, e.g., West v.

Commi ssioner, 37 T.C. 684 (1962); Coffey v. Conm ssioner, 14 T.C.

1410 (1950) (wherein we declined to treat corporate distributions
to the taxpayers as part of the purchase price for their stock).

| f petitioners are correct that the substance of the
transactions herein is the receipt of the lawsuit as part of the

BFI stock sale, we must recognize that BFlI first distributed the
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awsuit to Norway, and then Norway transferred the |lawsuit to
petitioners for their BFI stock. This mght result in tax
consequences to both BFI, see sec. 311(b), and Norway either at
the tinme of the distribution or at the tine of the settlenent.

In Henry Schwartz Corp. v. Conmi ssioner, 60 T.C. 728, 738-

739 (1973), we recognized the interplay of the tax effects of
particul ar transactions and their intended structure, stating:

In this regard it is inportant to note that the
parties to the agreenent, Henry and Sydell and Suval,
were dealing at armis length and i ndeed had conflicting
interests with respect to the treatnent of the policy.
Thus, if the distribution of the policy was considered
as part of the overall price for the stock, and the
distribution was fromPl astic Cal endering to Suval and
then to Henry, then Suval m ght be charged with a
dividend on the initial distribution of the policy to
it. See Frithiof T. Christensen, 33 T.C. 500, 504-505.
On the other hand, if the policy were distributed to
Henry by Plastic Cal endering, not as part of the
purchase price for the stock but sinply because the
purchaser did not want this asset and the sellers had
agreed that it would not be part of the sale, then
Henry m ght be charged wth receipt of a dividend. See
John R West, 37 T.C. 684, 687. Thus, the agreenent
between the parties represents an accurate reflection
of an arm s-length transaction, and this agreenent
makes it clear that the policy was distributed from
Plastic Cal endering to Suval and then to Henry.

Surely, if petitioners’ characterization of the transactions in
this case were correct, a reduced purchase price would have been
negoti ated reflecting BFI’s or Norway's tax liability for those
anmounts. Instead, the purchase price continued to reflect the
book val ue of the assets and liabilities of BFI. |t appears from

the record that the parties to the stock sale were relatively
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sophi sticated and woul d have understood that the tax benefit to
one party mght result in an adverse tax effect to the other
party.! W cannot conclude that the parties contenplated or
intended the | awsuit be received by petitioners from Norway as
part of the purchase price for their stock

Petitioners argue that where “simultaneous nmutual |y binding
i nt erdependent transactions result in the termnation of a
sharehol der’s stock interest in a corporation”, the transactions

should be integrated, citing In re Steen, 509 F.2d 1398 (9th Cr

1975); Casner v. Conm ssioner, 450 F.2d 379 (5th Gr. 1971),

affg. in part, revg. in part and remanding T.C. Menon. 1969-98;

Smith v. Conm ssioner, 82 T.C. 705 (1984); and Roth v.

Commi ssioner, T.C. Meno. 1983-651. On the basis of those cases,

petitioners argue that the |lawsuit was received in substance as
part of the sale of the BFI stock to Norway. The inport of the

cases petitioners cite is that on the specific facts presented it

“'n Casner v. Conm ssioner, 450 F.2d 379, 398 (5th Cr
1971), affg. in part, revg. in part and remanding T.C. Meno.
1969-98, the Court of Appeals for the Fifth Crcuit observed:

In the instant case, both the selling stockhol ders
and t he buying stockhol ders have denied tax liability
for the cash distributions * * * made to the selling
stockhol ders. However, this Court recogni zes that the
sel ling stockhol ders and the buying stockhol ders cannot
so mani pul ate their transactions or so franme their
transactions as to result in the dividend di sappearing
with no one taxable for the receipt of the cash
di vidends or cash distributions. Under the statute,
the cash dividends or cash distributions are inexorably
sonmeone’ s i ncone.
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was nore appropriate to viewthe “distribution” as a part of the
rel ated stock transaction. However, the facts of those cases are
di stingui shable fromthe facts of this case.

In In re Steen, supra at 1403, the Court of Appeals for the

Ninth Crcuit relied upon a finding that the stock sal e agreenent
stated a reduced purchase price and that this reduction was
attributable to a tax contingency provision contained in a
related agreenent with the purchaser: “Further, the concl usion
may be fairly drawn that the tax contingency provision reflects
part of the purchase price for assets. Depending upon the taxes
pai d, the value of those assets and the anmount to be paid to the
vendors was correspondingly increased or dimnished.” 1In the

i nstant case, the purchase price did not correlate to the amounts
actually recovered under the lawsuit. Under the stock sale
agreenent, Norway agreed to pay $9 mllion to Bochica for the
stock. No matter the anount petitioners actually collected on
the insurance claim the purchase price would not be adjusted.
Thus, if they collected zero on the lawsuit, Norway’'s obligation
was to remain $9 nmillion. Further, the parties did not agree to
any i ndependent neans of adjusting the purchase price if the

 awsuit was not distributed by BFI.?*?

2n Inre Steen, 509 F.2d 1398 (9th G r. 1975), the tax
conti ngency paynents were paid by the purchaser of the stock. 1In
this case, neither the underlying |lawsuit nor any proceeds
therefromoriginated with Norway, either directly or indirectly.
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In Roth v. Conm ssioner, supra, we applied the step

transaction doctrine to integrate a redenption of stock with a
sale of stock. An inportant factor in our decision was that the
taxpayer’s interest in the corporation was conpletely term nated
simul taneously with the cash distribution. 1In this case, the
assi gnnent of the lawsuit and the stock sale did not occur

si mul taneously. Bochica and Norway agreed that the contenpl at ed
transactions in the stock sale agreement were to occur at
different tines. The distribution of the lawsuit was to occur at
sonme point before the transfer of the stock to Norway. Further,
the transactions were to occur between different parties. The

| awsuit was to be transferred in the formof a distribution from
BFI to Bochica, and the stock transfer was to be in the formof a
sale of the stock by Bochica to Norway. The transactions may
have occurred on the sane day; however, they were not

si mul t aneous. | ndeed, petitioners stipulated that the assignnment
of the lawsuit occurred “prior to the transfer of stock”. In

Smth v. Conmi ssioner, supra at 717, we held that certain

“comm ssions” paid to the taxpayer in conjunction with a sale of

his stock were received as consideration for that stock.®® W

Bln Smth v. Conm ssioner, 82 T.C. 705 (1984), the stock
pur chase agreenent allocated anounts to be paid to the taxpayer
bet ween the purchase price for the stock and “conm ssi ons due”.
However, we concluded that the stock sal e agreenent when
construed with a subsequent addendum was anbi guous, and we
declined to apply either the standard enunciated in Comm ssSi oner

(continued. . .)
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found that the purchasers intended to use the corporation’s
incone as a “financing tool” for a portion of the purchase price
of the selling shareholders stock. 1d. at 717-718. In this
case, there is no evidence to suggest that Norway required the
assignment of the lawsuit in order to finance the acquisition of
the BFI stock, and the purchase price of the stock was not
reduced to reflect the lawsuit’s assignnment. The transactions in
this case were not designed as a “financing tool”

Petitioners al so suggest that where the corporation would

not have nmade the distribution but for the stock sale, the

transactions should be integrated. Petitioners cite Casner v.

Commi ssi oner, supra at 397; however, even Casner requires a

closer link to the purchase of stock than petitioners’ “but for”
test. Indeed, the Court of Appeals for the Fifth Crcuit cited a
variety of factors to support its viewthat the distribution and
the stock sale transaction should be integrated: (1) The

“di vidend” distribution and the stock sal e depended on one
another; (2) the purpose of the distribution was to permt the
taxpayers to sell all their stock and for the buying sharehol ders
to finance their purchase of that stock; (3) the parties intended

that the distributions be treated as part of the purchase price

3(...continued)
v. Danielson, 378 F.2d 771 (3d Gr. 1967), or the strong proof
rule. |d. at 714-715. 1In the instant case, we conclude that the
strong proof rule applies.
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for the stock. 1d. at 397-399. Those factors are not found on
the record in this case. Although the distribution of the
lawsuit and the stock sale were related, they were not

i nt erdependent. The purpose of the distribution in this case was
perhaps to accommobdate the sale of the stock to Norway;, however
the distribution was not a “financing tool” as discussed above.
Finally, the record does not show that the parties intended the
| awsuit to be received from Norway by petitioners as part of the
purchase price for the stock. Indeed, the various agreenents

i nvol ving petitioners, Norway, and BFI suggest the exact

opposi te.

To hold that petitioners received the settlenent proceeds as
addi tional consideration for their BFI stock would require us to
engage in sone fictional construct that defies the realities and
expectations of the parties to the stock sale transaction. W
shal | not engage in such a construct, and we hol d that
petitioners did not receive the settlenent proceeds as additional

consi deration for their stock, but rather as ordinary incone.

Deci sions will be entered

for respondent.

“Because we decide that petitioners did not receive the
settl enment proceeds as part of a sale or exchange, we shall not
di scuss respondent’s alternative argunents that the |awsuit was
not a capital asset and that the settlenment proceeds were
received as part of a dividend distribution from BFI
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APPENDI X A
STOCK SALE AGREEMENT

2. Pur chase and Sal e of Shares

2.1 Sale of Shares. Subject to the terns and
conditions set forth in this Agreenent, and in consideration for
the Purchase Price set forth in Section 2.2 bel ow, Sharehol ders
wll sell and deliver to Purchaser at the tinme of Closing a tota
of One Thousand (1, 000) shares of the Conpany’s Comon Stock (the
“Shares”). Each Shareholder will sell and deliver to Purchaser
t he nunmber of Shares set forth opposite such Sharehol der’s nane
on Exhibit A hereto and deliver duly endorsed stock certificates
or certificates acconpani ed by executed assignnents separate from
the certificates.

2.2 Purchase Price. The Purchase Price for the Shares
shall be Nine MIlion Dollars ($9, 000,000.00), subject to the
adj ust nent procedure described in Subsection 2.3 below. The
Purchase Price shall be payable as foll ows:

2.2.1 One MIlion Five Hundred Thousand Dol | ars
(%1, 500, 000. 00) in cash, which shall be paid to the
Shar ehol ders at C osi ng;

2.2.2 Two MIlion Three Hundred Thousand Dol |l ars
(%2, 300, 000.00) in cash, which shall be paid into an
escrow account * * * with First Interstate Bank of
Washi ngton, N.A * * * at Cl osing and be used to pay
t he bal ance of the Purchase Price pursuant to
Subsection 2.3 bel ow, and

2.2.3 The balance of Five MIlion Two Hundred
Thousand Dol | ars ($5, 200, 000. 00) shall be paid in
accordance with the terns of four (4) prom ssory notes,
each in the formof Exhibit B, nmade payable to BOCH CA
Partners in the followi ng amounts: $2,063, 492. 00;
$1, 031, 746. 00; $1, 031, 746.00; and $1, 073, 016. 00,
respectively. The obligations under the Prom ssory
Not es shall be secured by an irrevocable letter of
credit in the amount of $5,239,000.00 to be issued by
any one of Den norske Bank, Industri & Ski psbanken,

Uni on Bank of Norway, or Christiania Bank og
Kredi tkasse in a form acceptabl e to Sharehol ders, which
acceptance shall not be unreasonably w t hhel d.

2.3 Adjustnent to Purchase Price. Upon execution of
this Agreenent, Shareholders shall instruct the accounting firm
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of Stetson Guske & Koenes, P.L.L.C. (“SG&K") to conduct an audit
of the Company’s financial statenents, which audit shall be
conpleted on or before April 30, 1996. The results of the audit
* * * shall be reviewed by KPMG Peat Marwick L.L.P. (“KPM3) and,
provi ded that KPMG provides to Purchaser a witten report
addressed to the Conpany stating that KPMG has no materi al

di sagreenent wth the bal ance sheet and incone statenent portions
of the Audited Financial Statenents, the Purchase Price shall be
adj usted as set forth in Subsections 2.3.1, 2.3.2 or 2.3.3 bel ow
(as applicable). 1In connection with KPMG s review of the Audited
Fi nanci al Statenments, KPMG shall be provided full access to: (i)
all of S&&K' s working papers relating to the Audited Financi al
Statenents; and (ii) all of the Conpany’ s books and records. |If
KPMG di sagrees with the Audited Financial Statenents, then the
firmof Price Waterhouse shall be retained to conduct an

i ndependent audit, and the results of that audit shall be the
governi ng Audited Financial Statements and shall be binding upon
the parties. Al of KPMG s fees and expenses shall be borne by
Purchaser, and all of Price Waterhouse' s fees and expenses shal
be borne 50% by Sharehol ders and 50% by Purchaser. Based on the
results of the audit, the Purchase Price shall be adjusted as
fol | ows:

2.3.1 If the anmount of the Conpany’ s Net
Liability, as reflected in the Audited Financi al
Statenents, is $17,074,829 (i.e., $50,000 nore than the
Net Liability as reflected in the Bal ance Sheet) or
nmore, then the Purchase Price shall be reduced by the
anount by which the Net Liability, as reflected in the
Audi ted Financial Statements, exceeds $17, 024,829. As
used in this Section 2.3, “Net Liability” neans the
anount equal to Total Long Term Debt (excluding
Deferred Incone Taxes) plus Total Current Liabilities
m nus Total Current Assets; provided, however, that if
the Audited Financial Statenents reflect any reserve
for the class action litigation, Lane et al v. Birting
Fi sheries, Inc., which is presently being maintained
agai nst the Conpany in United States District Court
under Cause No. C93-827D, then the anpbunt of such
reserve shall not be included in Total Current
Liabilities in determning Net Liability. “Total Long
Term Debt”, “Deferred |Incone Taxes”, “Total Current
Liabilities”, and “Total Current Assets” shall be
determ ned by reference to the bal ance sheet contained
in the Audited Financial Statenents.

2.3.2 If the anount of the Conpany’ s Net
Liability, as reflected in the Audited Financial
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Statenents, is reflected in the Bal ance Sheet) or |ess,
then the Purchase Price shall be increased by the

anmount by which the Net Liability, as reflected in the
Audi ted Financial Statements is |less than $17, 024, 829.

2.3.3 If the anmount of the Conpany’s Net Deferred
Taxes, as reflected in the Audited Financi al
Statenents, is greater than $4, 100,000, then the
Purchase Price shall be reduced by the anount by which
Net Deferred Taxes exceeds $4,100,000. As used in this
Section 2.3.3, “Net Deferred Taxes” neans the anount
equal to Deferred Inconme Taxes | ess Long Term Deferred
| nconme Tax Assets. “Deferred Inconme Taxes” and “Long
Term Deferred I ncome Tax Assets” shall be determ ned by
reference to the bal ance sheet contained in the Audited
Fi nanci al Statenents.

| f the Purchase Price is reduced pursuant to
Subsection 2.3.1 above, then, imediately follow ng the
receipt of the witten approval from KPMG (or the
receipt of the audit by Price Waterhouse, as the case
may be), the funds in the Escrow Account, |ess any
anounts required by the adjustnment required by
Subsection 2.3.1 above, shall be disbursed to
Shar ehol ders, and the remai ni ng bal ance in the escrow
account shall be disbursed to Purchaser. |If the
Purchase Price has been increased pursuant to
Subsection 2.3.2 above, then all funds in the Escrow
Account shall be disbursed to Sharehol ders and
Purchaser shall, within five (5) business days, pay any
remai ni ng portion of the Purchase Price (excluding the
portion evidenced by the Prom ssory Notes) to
Shar ehol ders i n cash
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APPENDI X B
ASSI GNVENT AGREEMENT

Bl RTING FI SHERI ES, I NC., a Washington corporation (“BFl”) and
OTTAR INC., fornmerly known as BIRTING |INC , a Washington
corporation (“Bl”) enter into this Assignnent Agreenent this 16
day of February, 1996.

WHEREAS, BFI has comrenced a | awsuit agai nst Richard Chown,
an underwiter at Lloyd s London, et al., in United States
District Court, Western District of Washi ngton, under Cause No.
C95-1350D (“Clainf); and

WHEREAS, BFlI is contenplating a sale of all of its issued
and out standi ng stock to Norway Seafoods A/S, a Norwegi an
corporation pursuant to the terns and conditions set forth in
that certain Stock Purchase Agreenent dated January 25, 1996
(“Purchase Agreenent”).

NOW THEREFORE, for and in consideration for assignee’s
assunption of liabilities and future expenses set forth bel ow and
ot her good and val uabl e consideration, the parties agree as
fol | ows:

1. ASSI GNMENT. BFI hereby assigns to Bl all of BFI's right,
title and interest in this C aimhowever awarded, whether in
settlenment, trial or appeal.

2. Bl OBLIGATIONS. BI shall take such steps as nay be
necessary to renove BFlI as a party to the Caim including,
wi thout Iimtation, amending the conplaint. After the
closing date, as that termis defined in the Purchase
Agreenent, Bl agrees that BFI shall have no obligation to
pursue the Claimor to execute or file any notions,
pl eadi ngs, affidavits or any other docunments in connection
with the Cdaim 1In the event Bl elects to pursue the Caim
Bl shall be responsible for the paynent of all fees, costs,
and expenses (collectively “Expenses”) incurred by Bl in
connection with pursuit of the Claimfromand after the
closing of the sale of Birting Fisheries, Inc.’s stock by
BOCHI CA Partners, which Expenses woul d ot herw se be payabl e
by BFI.

3. DI SCRETION OF BlI. BI shall be entitled to pursue the C aim
as it sees fit, as determned in its sole discretion,
i ncluding dropping the aim BFI forever waives any right
to participate or be involved in any fashion in the pursuit
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of the Caimother than BFlI's obligations in Paragraph 4
bel ow.

COOPERATI ON OF BFI. BFlI agrees to assist Bl in pursuing the

Claimas set forth in Section 6.4.8 of the Purchase
Agr eenent .

| NDEMNI FI CATI ON AND HOLD HARMLESS. Bl shall indemify,
defend and hold BFI harm ess fromany costs, expenses
(itncluding without limtation reasonable attorney fees),
clainms counterclains, and crossclains which may arise in
connection with, or as a result of, the Caim




